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COGS S,G&A EBITDA % o f  COGS %of S,G6A 
(“I. of sales) (% of sales) margins avoided avoided 

SBC 3 5 “I“ 25% 40% 5% 20% 
VZ 31% 24% 45% 5% 20% 

2) Estimated Average Refai/COGS and SG&A per Line Based on 
Existing Wireline EBITDA Margins 
- Assumes residential wireline margins are equivalent t o  total wireline margins 

3) Calculated Wholesale EBITDA Contribution 

Calculated 
EBITDA margins 

-2416 
-4% 

a) Rt imated average wholesale COGS ,and SG&A per line 

- Assume 5% avoided cost in COGS; 20% avoided cost in SG&A 

b) Compared this cost structure t o  revenue from wholesale UNE-P rates 

BLS 2 i 23% 50% 5 % 20% 13% I t; I 

i c 
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0 4) Estimated Future Line Loss in Each State 

- SBC: Lost 692K lines to  UNE-P in 20, up from 358K in 1Q 

- We believe roughly half of these were in June alone 

- AT&T entered IL and OH in mid-June, CA in early August 

- We expect line loss of l m  in Q3 and 1.2m in Q4 .. 
- BellSouth: Lost 278K lines to UNE-P in ZQ, up from 239K in 1Q 

- Losing 100-1201quarter to reseller in Florida 

- AT&T in Georgia and i s  likely to enter Florida as well 

~ We expect line loss of 300K in Q3 and 400K in Q4 

- Verizon: Lost 110K lines to UNE-P in ZQ, up from 64K in 1Q 

- AT&T increasing marketing expenditures in New York 

- Announced entry into New Jersey in September 

- Expect to enter Pennsylvania in 4Q 

- We expect line loss of 230K in Q3 and 500K in Q4 
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UN15-1' Ecoiioriiics: What's llic Call? 

+ Downgrading the Bells (BLS, SBC and VZ) 
- Expect the group to perform inline with the market over the next 12 months 

- Dividend yields should provide a backstop on valuations 

+ Economics of UNE-P worse than expected for the Bells 
- Will put  additional pressure on Be1l''Wargins and earnings 

--- SBC and BellSouth are the most exposed 

V Line Losses Will Likely Accelerate in 2HO2 
~~ AT&T and MCI 

~~~ No near-term regulatory relief expected 

4 Long Distance is Only a Partial Offset 
~ Local revenue is much higher margin than long distance 

- To breakeven on the EBITDA line, Bells need to add 5.4 long distance custorners 
for  every UNE-P line added 

c. 2003 EPS Estimates are Too High 
- We now expect 2003 EPS t o  decline 1.8%; the Street still forecasts g rowt l l  

& \ l I ~ ~ \ \ i ~ i ~ I ) t i ~ ~ ~  
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United States 
Telecom Services 

Regulation pressuring RBOC profits 

- I I Industry update 

Hold 
RBOCs' core prof# center is under severe attack from competitive . 

forces. Regulators have reduced UNE pricing such that CLECS are using 
Bel,South Corporation 
Owest Communications 

UNE l ines~to  penetrate the residential and small business markets. In 
our view, until UNE pricing becomes more rational. the RBOCS will 
suffer steeper profitability squeezes from CLECs using UNE lines. 

SBC Communications 
Veriron Communications 

~~ 

b CLEC penetration r ising: By the end o! 200: according to the FCC. 

from 7 7'- 12 months earlier. a 32". increase in market share Cable 

telephony lines are increasing at a slightly faster rate than overall CLEC 
lines By the ena of 2001 according to tne FCC. cable telepnone lines 
constitdied of CLEC lines (2.2m lines). and ? O D  of all switched lines. 

b Lost ILEC orofits: ILECs lost ? .Sm lines in the iast six months of 2001 

Bruce J. Roberts 
CLECs accounted for 10.240 of the nattm-3 192m switched lines. up -12124293459  

b-uce rObe!iLCdrkLn corn 

William P. Carrier 
-12124293457  
william.carner@dhH corn 

. ~~ ~ 

in !ne form of UNES (unbundled network elements) to CLECs. which we 
est~male comes to Slbn in lost annualized sales. most of which is pure 
pmlit In a slx-month span then. after taxes. ILEC bottom lbnes lost 
a ~ a u !  S 3 2 5 r  Nr net income. and 54 2Dn ir marne! caDlta!;zatix 
assd-ilns a ?3x ?:5 rnultipie ?he Bells cor.tfol aD3u1 94', o'tne r a : i c ~  5 

rncdrnDent access lines. so the FiBOCs prlmarliy tnrough Uk! 1351 

S4bn In rnarKei :a3italization in the las! half o( 20s: i n e  3el's curren!iy 

nave a S Z O D ~  eouity markel cap. meaning that C L E C S  conce~vably 
oestroveo Z o o  oi Bell eq2ity vaiue in the t i2  2021 

Some CLEC overbuilding: In H2 01 C L W s  gained 2 4rn lines which 
we Delieve was created exclusively at the expense of the iLECs or 

10 033 lines per business day Some 01 these lines are lost 10 caae 
telepnony or where CLECs build their own cmne;tions directly to 

bUSlneSSes In such cases. the CLEC has overbJtIl or com3leteiy 
severea the connection between !he ILEC and the customer. remowlna 
the ILEC from :OO?. of their former revenue stream 

Ratings: We maintain our Hold ratlngs on Bel!Soutn Corp.. owest 
h m u n l c a t i o n s .  SBC Csmmunications and Verlzon Communicarlons 
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I Investment summary and 
I conclusion 

h g ~ . d t o r s d r e  torcrng 
unDrofilable resale pricing upon 

In? locd I n c u m  tnrouon 
UNEs 

The concern 1 5 1  t the CLEO with a weak caoitai market and the techno oucole-nursl. 

!ne money C L E ~  neea 10 DUIIO out a ,oca networn IS tuOT available in tne publlc Or 

Oank markets ironically. the impact 01 CLEC competition has never Dew more 
NEGATIVE for a B o c s  (we interchange the terms woes and ILECS~ wnp  ~ e c a u s e  
the regulators are forcing unprolilable resale pricing upon the local industry through 
Unbundled Network Elements or UNEs What are UNES' 

UNES are networn 'elements' - swilcn#ag. Copper lines. data base hookups. fiber 
trunks into offlce buildings. etc.. that the RBOC is forced to lease to the CLEC. When a 
CLEC uses UNEs INSTEAD of building out 11s own copper loops, switches. etc.. 11 

avoids major capital expense. and 'rldes' tne RBOCs' investments made over 
decades, Whe? Eanidi flowed lreely 10 CLECS in the 1990s. CLECs took that money 
and declded 10 builo lheir own nelworks. At Ihe lime that seemed 10 be a rational 
decision: money would he available from Wall Street 'forever'. and ah owned network 
would De more proiilaole lnan a lease5 one - evenrualiy Unionunarely for those 
CLECs that overbuilt over wide geographic territories. 1.e.. the "XOs" of the world that 
decided Inere was a business case lor a 'national - local' infrastructure that served (in 
retrospect) way loo many cities. thereby never achievlng density - the key 10 local 
prolitability - Ihe capital markets dried u3 Len. were the liouid competitors 10 the Bells: 
ATBT and MCI (until now). who. over the 1851 two years. have taken up UNE. or 
leasing, ratner than conslrucring a secono locai networn as the means 10 compete. 
W d V ?  

AT6T and MZi are very conterneo a x u :  losjng long d,stance customers 10 the 
PSOCs So even if LNE Isn't as Drof1:a3ie as o i v i ' nq  you. own networn by helng able 
to oller local sewice oiomptly iwnch LJNE enaLNes1 and at a decent prolil (which UNE 
enables). the long olstance carriers can coTDa! ions distance cusiomer defection. 
making THEIR loray Into leasiig loca. sew.ces more p:oliIaOle by avolding 1051 long 
distance revenues, than ar  " X 3  could have 

# 

b Hence. the recent rapid envy mto long dstance DY the RBOCs has been 
accompanled by a rapid expanslo- of the use of UNEI by CLECs. principally 
ATBT and MCI 

b States rule ove, ' l e  =eo5 o r  iota# teiepbony Slates have been widening the 
UNE oiscounl - 10 !ne oetriment of :ne FiBOCs - as a Quid pro quo to REOC 
long oislance entry Local profit marglns are much fatter (45".) than long 
distance rnargm 125".] so the current trade-of1 is a loser lor the RBOCs 

2 
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"The cream skim" - business, 
population density and 
demographics 

The current competitive pollcies favor rich residential customen. large businesses and 
sates with greater poDulalion aenslty 

Accordlng to the FCC. 55"- 01 CLEC lines served medium and large businesses and 

government customers. In contras:. JUS! 2390 of ILEC lines served such cuslomers. 
Conversely. 45% of CLEC lines served residential and small business markets. 
while over 75% of Bell lines served lower profit residential and Small business 
lines. Businesses and government offlces are more denseiy packed. and spend more 
per access ihne thac res~oents 

Thus. the ILECS are lek holding the 'bag' - sewing more of the costly (read: 
geographically dispersed) and lower paying line base We view the 'cream skim' as 
one of the most compelling arguments that local competition regulation IS destruclive 
and liioglcal 

45 01 CLEC lines served 
resioential anc small business 

rnarwts 

Year-end 2001 E CLEC line composition 
~ ~~ ~~~~~~ ~ ~~ ~ ~~ 

Figure 1: CLEC access lines. 1999-2001 
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Overbuild: 33% but in key sectors much lower 
The goal ot the 1996 ACI to 
create the environment lor local 

:Ompetlllor n3t create local 

01 the 3340 overDuI~o percentage. we es:ima!e mat unoe: 5 c c  c! resSae?:,a I : Y S  are 

lines we De,,eve this IS a Eh7; S:aliSfl: a W  pernacs th i  mnss: ' - 3 m T  ' -  

This repon, I n  tne us at year-end 233:. there were 734- res:sei:,a a-2 m a t  
COmPetlIion bUStneSS access lines The malonty 01 overDuill lines are buslness lines w':" a 

~ ~ ~ ~ ~ ~ t : ~ t , ~ ~  or mealum an$ large s.zes Dusnesses Ou. viea IS ma: :nP ;;:re?: 

rules forcing RBOCS IO resell local lines IO CLECs at very oeep cNscounts are oli 
The goal of the 1996 Ac1 was to  create the environment l o r  local 

competition. not create local competition. Although seemingly subtle. IniS 1s a huge 
dlstinctlon. Tne loea 1s tnat to produce new. exciting services ana pricing programs 
requfres a competitor IO provlae new. exciting services How can that ociur 11 the 

CLEC IS reselling me RBOCs' sewice? With onlya 33"* overbuiloing rate. the desired 
oulcome 01 me Act 1s unaccomplished The mea was 10 give the CLECS a means 10 

build customer scale upon which they could then  usl lily budding their own nelwork. 
snce this is an Industry 01 scale In point 01 tact. the growth in UNE lines is 

accelerating. oespile tne taci that the base 01 CLEC customers IS also expanding With 
UNE, the CLECs are merely behaving as ralional decision makers. It 11's Cheaper and 
less risky 10 resel' rather Inan Duild. then reseli IS Ihe answer. Unlike The long dislance 
Industry- which K less 0' a natural monopoly since it lakes JUSI severalbn dollars and 
two IO three years IO D U ~ I O  a national network. except tor the cream of the business 
markel and the :'ear i e .  aemograohicaliy desirable iread. rich homeowners who 
can buy many serwces resioential mame: a new national local network IS unlikely to 
emerge We wont get mto wnat 11s ' but unoer a more ratioral local competitive 
framework ove~builaing mignt have occurred 10 a greater enent 

Sinking the sunk cosls 
Overbuilding erases any revenue conlribulion from lormer customers or prospective 
customers that woLild have use3 a fie'' !' a? ove-bdildlng CLEC uasn'! around It fully 
'stranos' Ihe hnei' asse!s The Dus!ness ?asp 8s easier IC overbuild because they are 
located in Oftice Duiiaings ano o:new!se aa-xeo more oe'iseiy So me 'cream Skim' 
has oeen accompaniea cy  t n ~  o v e m  '3 -na' 8s lor  years CLECS such as Tlme 
Warner Communlcatlom ATAT 3us8~ess  2-3 WcvdCom's MFS (although we believe 
one 01 WCOM s downlall was i ts inantt#l? IC everage Ine MCI long dislance base and 
'backsell' an MFS ioia. Drooi l i  lntc ~ lave Deen ou.iolng tnelr own trunks into 
business locattons ellher !ully oy~assi?; IIE ILEC or pernam renting minimal network 
subsegments s k h  as tne las: IhnK ,110 a Du8iO8ng Now. caD:e leiephony 15 copying the 
CLECs on tne restoentiai SIOE By oiggyoaxng onlo me cable television network. they 
tound an econ0mi:ai way IC overmio Ihe iess oense resiaential ease. a danger 10 the 
Bells that have concernea us lor some !#me FCC statmcs snow cable lelephony 

Cable telephony penetration I S  

1:ieasinQ w e n  laster  than 
oi'efall CLEC penetration 

penetration increaslni eve- lase. tnar oizera!! CLEC penetratior. and ATBT 
BroadDand reponed In 32 02 that IC: me 11,s: m e .  11s CaDie telepnony operations are 
EBITDA-positive. valmarion ma: a means IO crack' the natura! monopoly in the local 
residential marKe! ex~sts It sill, lakes a lo: longer 10 aepioy a cable ieiepnony line than 
a UNE line. Thus. cable lelephony I S  probaDiy mpacltng restaent~al lrnes' margtns. but 
not taklng signhcanl marKet share yet 
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Reaulators nave move: to an 
active s l a w  to recesign the 

musty 

I 

* 

I 

8 

. 
I 

Regulators hurting Consumers in long run 
T #he COmDtnation o! very effective ioD3ylnS 0'. the Dac 01 m a l '  a i 2  la-ze :r€az ATS- 

CLECs. and a democratic ECC ithougn: to De friendly to long oistaxe a w  :-E3 n:: 
ABOCs) proOOeO tne FCC to  create rne uNE-?ia:!sn. a' U I Y E - ~  7% =Ct s e m e o  
that UNEs S ~ O U ~ O  De oriced ai a tneoretical level. tnat is wnat wo~ilc i: 3 s :  !:. 2 ? ? a x  
new local networ8 !o add an access line The assumptions inzidoe stare-of-tie-ar. 
networks thrmghoul, and periec: c a p m  and man-hour deployments In Otner woros. 
we believe tnese are imaginary. ion-historic. theretore. in our op8nion. Inis 1s an 
unreasonable way to regulate an Indust0 Anolhef related issue IS Inat of regulation 
altogether. 11 tne 19 years of covering this industry. regula!ors have. I? OUT view. tanen 
an exponentially more involved role in the "day-to-day' decisions aDou1 prlclng. 
mergers, service otlerings. Inter-carrier relatiOnshipS. etc than oefore tne 1996 Act. It 

wasn't supposeo to turn out that way Regulalors have moved to an active stance to 
redesign the industry from a passive stance where carriers knew the rules and 
operated /reefy w m r ,  them They knew wna! lneir returns woulg be, and didn't have to 

make the very risky types 01 investments RBOCs have made in the past few years to 
compensate lor the loss of growth m the core business that hds destroyed shareholder 
value. On top o i  tna: tne regulators have nad the nerve ta regulate me newer high-risk 
Capital return~DrO!eCIS'SuCh as 3SL. Now every carrier move is scrurinized by a stare or 
FCC hearing. siowing gown me communications revolution 01 Ihe late 1990s. In the 
short run, the consume: wins with these antficially lowered local rates. In the long term, 
the consumer will sutler as ILECs cut rneir camtal buagets by 305,. which will produce 
fewer services. more network outages. and crummier customer service The regulators 
don't understand that lhe local industry. unlike the long distance industry. is the closest 
thmg in telecoms IC a 'natural" monopoly Wireless. long dlstance and undersea 
networks cost less oer OS-0 10 build anc are conslrucleo in a matter of months or a 
yea: or two. no: the ?.any years I: lases IC 3u:IG 2 ' x a '  land!ine network 
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